Abstract This chapter investigates a two-country model of capital accumulation with country-specific production externalities. The main concern of our discussion is to explore the presence of equilibrium indeterminacy in an open economy setting. In contrast to the existing studies on equilibrium indeterminacy in small-open economies, the present chapter demonstrates that opening up international trade and financial interactions between two counties does not necessarily enhance the possibility of indeterminacy of equilibrium. It is shown that the results depend heavily upon not only the degree of external increasing returns but also the preference structures.
Introduction
The equilibrium business cycle theory based on indeterminacy and sunspots has claimed that economic fluctuations caused by extrinsic uncertainty tend to be more prominent in open economies than in closed economies. For example, inspecting a small-open economy version of the two-sector model studied by Benhabib and Farmer (1996), Weder (2001) concludes that the small-open economy requires a lower degree of external increasing returns to yield indeterminacy of equilibrium than the closed economy counterpart. Similarly, Aguiar-Conraria and Wen (2005 ), Lahiri (2001 ), and Meng and Velasco (2003 , 2004 interest rate is fixed in the world financial market, so that consumption behaves as if the utility function were linear. Since a high elasticity of intertemporal substitutability in consumption serves as a cause of indeterminacy, the small-open economies tend to be more volatile than the closed economies with the same technologies and preferences.
The purpose of this chapter is to examine whether the volatility of open economies emphasized by the existing studies mentioned above will hold in the world economy model as well. Since the world economy is a closed economy with heterogeneous agents, the present chapter may be considered a study on the relationship between heterogeneity and indeterminacy. 2 The analytical framework of this chapter is a two-good, two-country model of capital accumulation with external increasing returns. We assume that these two countries trade consumption goods. In addition, it is assumed that agents in both countries can access to the perfect international bond market. Given such a setting, we compare the indeterminacy conditions in the autarky equilibrium with those in the world economy.
3
Our main finding is that, as opposed to the results established in the small-open economy models, the global economy does not necessarily exhibit a higher possibility of indeterminacy. In particular, if the preference structures of both countries satisfy additive separability between consumption goods and labor, then opening up international transactions will not enhance the possibility of indeterminacy. Furthermore, even if we assume a more general form of utility function, we do not find unambiguous results, indicating that the world economy holds indeterminacy under weaker restrictions on technology and preferences than the closed economies.
It is to be noted that the main concern of this chapter is closely related to a seminal contribution by Nishimura and Shimomura (2002a) who study equilibrium indeterminacy of a world economy with free trade of commodities. Nishimura and Shimomura (2002b) utilize the standard neoclassical growth model with production externalities in the Heckscher-Ohlin setting where consumption as well as investment goods are freely traded but there is no financial interactions between the home and the foreign countries. They find that indeterminacy conditions for a closed economy may generate multiple equilibria in the world economy as well. 4 Our study reconsiders the same issue in the context of a two-country version of the real business cycle model with production externalities and free capital mobility.
The rest of the chapter is organized as follows. Section 2 sets up the base model. Section 3 specifies functional forms involved in the model and explores
